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NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements
of credit unions with an overview of recent economic, industry, regulatory,
and professional developments that may affect the audits they perform.
This document has been prepared by the AICPA staff. It has not been
approved, disapproved, or otherwise acted upon by a senior technical
committee of the AICPA.
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Credit Union Industry
Developments—1991
Industry and Economic Developments
The nation's credit union system is still in a relatively favorable finan
cial position in comparison to other types of financial institutions. The
credit union system is financially stronger than in previous years, as
evidenced by a systemwide increase in the ratio of net capital to total
assets. The National Credit Union Share Insurance Fund (NCUSIF),
although criticized by some, appears to be the only solvent deposit
insurance fund. Consumer confidence in credit unions remains high.
Even though fewer credit unions are open to serve the public, member
ship continues to grow and the combined assets of the credit union
system continue to increase.
Nonetheless, the credit union system continues to feel the pressures
faced by all financial institutions during the year. Early in the year, a
number of large state-chartered, privately insured credit unions in
Rhode Island were closed when their private deposit insurer failed.
Several federally insured credit unions in Massachusetts with significant
loans in the real estate sector were seized by the National Credit Union
Administration (NCUA). As the year progressed, state and federal
regulators closed many additional credit unions nationwide as the
value of their assets fell to the point where share accounts were impaired.
Among the causes cited for failures were—
• A continuation of the economic downturn, which contributed to
a growing number of bankruptcies and related loan losses.
• A deterioration in credit quality and unusually high losses on
business and real estate loans.
•

Concentrations of loans to one borrower, geographic area, or
industry.

• Fraud and embezzlement.
• Insider abuses, favoritism, and preferential treatment, which at
times overrode sound business judgment in dealings with directors
and employees.
Because of the well-publicized concerns about the stability of the
savings and loan and banking industries, credit union deposits have
grown steadily. As deposits build, there may be a negative impact on
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earnings if the monies cannot be invested in sound investments earn
ing a reasonable return. In response, credit unions may change loan
guidelines, thereby increasing lending and assuming more risk in their
loan portfolios, or investing in complex financial instruments that may
carry greater risks. Auditors should be alert to changes in the creditgranting and investment policies of the credit unions they audit and
consider whether such changes affect audit risk.
In addition, credit unions and the NCUSIF still face the risks and
concerns common to all depository institutions and their insurance
funds: interest-rate risk, credit risk, liquidity, asset quality, and manage
ment controls. In addition, unlike other depository institutions, credit
unions are particularly susceptible to problems associated with concen
trations of credit risk because of their membership requirements,
which increases their vulnerability to economic problems.

Regulatory Developments
Regulatory Examinations
Regulatory authorities such as the NCUA sometimes mandate that
credit unions establish loan-loss allowances for regulatory purposes
that differ from amounts recorded in preparing financial statements
under generally accepted accounting principles (GAAP). In recent
years, regulatory examinations and other regulatory activities have
highlighted such differences.
The NCUA recently issued a letter to credit unions that informs them
of interim guidance to agency examiners on assessing the adequacy of
loan-loss allowances and discusses related accounting literature. The
guidance is intended to help examiners highlight differences between
past and present regulatory allowance rationales, with the objective of
moving toward GAAP. The NCUA now requires that the allowance for
loan losses cover the total estimated probable losses in the entire loan portfolio
based on all relevant conditions. The NCUA allows credit unions that
have not used this methodology in the past to record adjustments to
undivided earnings in the year of the change, which may be in conflict
with GAAP. Auditors should be familiar with the letter and should be
alert to the issuance of a final accounting bulletin in this area.
The Emerging Issues Task Force (EITF) of the Financial Accounting
Standards Board (FASB) reached a consensus on Issue No. 85-44,
Differences Between Loan Loss Allowances for GAAP and RAP, which states
that institutions can record different loan-loss allowances under
regulatory accounting principles (RAP) and GAAP, as the amounts
computed by preparers of financial statements and regulators may
differ due to the subjectivity involved in estimating the amount of loss
6

or to the use of arbitrary factors by regulators, but that auditors should
be particularly skeptical of such differences and must justify them
based on the facts and circumstances. Although the issue discussed by
the EITF dealt specifically with banks and savings institutions, the
consensus seems to be equally applicable to credit unions.

National Credit Union Administration Initiatives
The NCUA has implemented numerous changes in its rules and
regulations and is proposing additional changes.
Income Accrual on Delinquent Loans. In June 1991, the NCUA issued
Accounting Bulletin No. 91-1, which changes the conditions under
which a federally insured credit union must cease to accrue interest
income on delinquent loans. Under the change, income may not be
accrued on loans that are delinquent for three months or more. Previ
ously, the cutoff had applied to loans that were six months or more
delinquent. In addition, the bulletin states that previously accrued
interest on loans should be reversed when the loan is determined to be
a loss or when it becomes twelve months delinquent, whichever occurs
first. The bulletin became effective upon issuance. Regulatory enforce
ment will not begin until January 1992.
Subsequent to the publication of Bulletin 91-1, the NCUA issued
guidelines for implementation of the change through its publication
NCUA News. These guidelines permit interest income to be accrued
and recognized on loans delinquent for more than three months if
substantial, regular, periodic payments are being made, and no loss is
anticipated on the loan.
The NCUA has taken the position that adjustments to implement
this position may be made by charging any reduction in the accrued
income account directly to undivided earnings rather than current
operations. That position is in conflict with GAAP. Auditors reporting
on financial statements in which such adjustments are charged to
undivided earnings may find it necessary to issue a qualified or
adverse opinion because of a departure from GAAP, as described in
paragraphs 49 through 69 of AICPA Statement on Auditing Standards
(SAS) No. 58, Reports on Audited Financial Statements.
Other Real Estate Owned. In June 1991, the NCUA issued Accounting
Bulletin No. 91-2 to clarify and revise guidelines for the valuation of
other real estate owned (OREO). The policy states that foreclosed
assets acquired by a credit union as OREO shall be accounted for and
valued as follows:
• OREO is presumed to be held for sale.
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• At foreclosure, OREO should be carried at the lower of cost or fair
value. After foreclosure, the carrying amount of OREO held for
sale should not exceed its fair value reduced by the estimated cost
to sell the asset.
• Except for cash payments for capital additions or improvements
and any related capitalized interest, postforeclosure net cash
payments related to OREO should be charged to income as a loss
on holding the asset; periodic net cash receipts related to OREO
should reduce the asset's carrying amount; no depreciation or
amortization expense should be recognized.
• The principal amount of any debt to which the OREO is subject
(for example, a tax lien or mechanic's lien) should be reported as
a liability and not deducted from the carrying amount of the asset.
This bulletin is intended to bring regulatory requirements for accounting
for OREO in line with GAAP requirements and is generally consistent
with the exposure draft of the proposed Statement of Position (SOP),
Accounting for Foreclosed Assets, issued by the AICPA's Accounting Stand
ards Executive Committee (AcSEC) last December. Nonetheless, the
bulletin is expected to be revised as necessary to conform to the final
version of the AICPA's SOP on accounting for foreclosed assets (see the
discussion in the "Accounting Developments" section). The bulletin
became effective upon issuance.
Business Lending. The NCUA has amended part 701.21(h) of its rules
and regulations, "Member Business Loans," to tighten the requirements
for extending business loans in an effort to reduce the level of risk
associated with business lending. The regulation defines business
loans as loans for business purposes, including investment property
and venture loans. The rule establishes maximum loan-to-value ratios
for first and second liens and revises limits for loans to a single borrower.
The rule also requires credit unions making business loans to adopt
written business loan and certain minimum policies regarding personal
liability of principals and experience requirements for credit union
personnel involved in the loans. The rule is effective January 1, 1992,
and will significantly affect federally insured credit unions involved in
business lending.
Investments and Deposits. The NCUA has proposed to amend part 703
of its Rules and Regulations, "Investments and Deposits," to strengthen its
investment rule, prohibit or restrict access to certain high-risk invest
ments, and prohibit federal credit unions from investing in a corporate
credit union that fails to meet certain regulatory criteria. Investment
products that would be prohibited under the proposed rule include
8

stripped mortgage-backed securities, residual interests in collateralized
mortgage obligations (CMOs) or real estate mortgage investment
conduits, other CMO investments with high average-life volatility as
defined by the regulation, and zero-coupon securities with a remaining
maturity of more than ten years.
Although few credit unions have investments in the types of mortgage
derivative products that the NCUA proposes to ban, auditors should
be aware that federal credit unions holding these investments would
be required to dispose of them within one year after the rule takes
effect, which could negatively impact the credit union's liquidity and
earnings positions. The rule is expected to be finalized by the end of
1991.
Corporate Credit Unions. The NCUA has proposed to revise part 704 of
its Rules and Regulations, "Corporate Credit Unions," to clarify certain
portions of the existing regulation and amend or add other provisions.
Of primary concern to auditors are the proposed changes to section
704.13, "Annual Audit," that would—
• Extend the requirement for an annual independent audit performed
in accordance with generally accepted auditing standards (GAAS)
to all federally insured corporate credit unions. The existing audit
requirement applies only to corporate federal credit unions.
• Require that copies of the CPA's audit working papers be made
available for review by NCUA examiners.
• Require that copies of the audit report and management letter be
submitted to the appropriate regional office of the NCUA within
thirty days after receipt by the board of directors.
The AICPA responded to the NCUA's request for comment by
supporting the audit requirement for corporate credit unions and the
submission, by management, of a reportable conditions letter
documenting communications required by SAS No. 60, Communication
of Internal Control Structure Related Matters Noted in an Audit, and objecting
to the requirement that the auditor provide examiners with copies of
working papers.

U.S. Department of Treasury Study
In 1991, the Treasury Department issued its report on the federal
insurance system for insured deposits, Modernizing the Financial System:
Recommendations for Safer, More Competitive Banks. That report recom
mends that the deposits of federally insured credit unions in the
NCUSIF that are recorded as assets be written off over a period of
twelve years. In addition, an amount equal to 1 percent of all incremental
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increases in shares and deposits would be contributed to the NCUSIF
each year and recognized as an expense. This recommendation,
although not included in current legislation, could have a significant
negative impact on credit unions' earnings and capital if passed in
future legislation.
Copies of the report may be obtained by calling (202) 783-3238 or
writing to the Superintendent of Documents, U.S. Government Printing
Office, Washington, DC 20402. The stock number is 048 000 00423 7
and each copy costs $35.

U.S. General Accounting Office Study
In July 1991, the U.S. General Accounting Office (GAO) issued its
report to Congress, Credit Unions—Reforms for Ensuring Future Soundness.
The report included approximately fifty recommendations to maintain
safe and sound insurance fund operations and improve regulation and
supervision. Of particular concern to auditors are the following
recommendations to amend the Federal Credit Union Act to—
• Require natural person and corporate credit unions to expense their
1 percent deposit in the NCUSIF over a reasonable period of time.
• Require natural person credit unions above a specified minimum
size, and all federally insured corporate credit unions, to obtain an
annual audit by an independent certified public accountant and to
make annual management reports on internal control structure
and compliance with laws and regulations.
• Require the NCUA to establish minimum risk-based capital stand
ards for natural person and corporate credit unions, providing for
a phase-in period.
Copies of the report may be obtained by calling (202) 275-6241 or
writing to the U.S. General Accounting Office, P.O. Box 6015, Gaithers
burg, MD 20877. The first five copies are free; additional copies are
$2 each.

Conversion of Share and Deposit Insurance
Legislatures in Kansas and Missouri have enacted legislation requiring
that their respective state-chartered credit unions be insured by the
NCUSIF. State-chartered credit unions in Texas are being required to
obtain federal coverage through a rule adopted by the state regulator.
Private insurance funds in Florida, Georgia, and California are volun
tarily instructing their members to seek federal insurance. In addition,
legislation has been proposed on a federal level that would require all
credit union shares and deposits to be insured by the NCUSIF.
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Auditors should be aware of the possible effects that these mandates
may have on credit unions. Investments or deposits placed with a private
insurance fund, and carried as assets by the credit unions, may be at
risk. As financially strong credit unions convert to NCUSIF coverage,
the private insurers may be left to cover only financially weak credit
unions. Assistance to those financially weak credit unions may impair
the private insurance funds, restricting their ability to fund withdrawals
of deposits to withdrawing credit unions. In addition, conditions set
forth by the NCUA for conversion to NCUSIF coverage may result in
nonoperating gains or losses. For example, the NCUA may require sale
of nonconforming assets, writedown of assets, or discontinuance of
prohibited activities. Finally, financially marginal credit unions may be
pushed into insolvency by the uncertainty and lack of confidence
associated with the statewide conversions.
Auditors should also be aware that conversion from private to federal
share insurance may result in different accounting treatment, for exam
ple, capitalizing of federal insurance deposits versus expensing private
insurance premiums.

New Appraisal Guidelines
The Appraisal Subcommittee of the Federal Financial Institutions
Examination Council (FFIEC) has approved an extension to December
31, 1991, of the effective date by which credit unions must use certified
appraisers as part of a regulation under the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (FDRREA) that identifies
those real estate transactions requiring an appraiser, sets forth minimum
standards for performing appraisals, and distinguishes those appraisals
requiring the services of a state-certified appraiser from those requiring a
state-licensed appraiser. The NCUA Board has required state-certified
or -licensed appraisers to be used for all real-estate-related financial
transactions, except those transactions in which—
• A lien is placed on real property solely through an abundance
of caution.
• The transaction value (as defined in the proposed regulation) is
less than or equal to $50,000.
• A lease that is not the economic equivalent of a purchase or sale is
involved.
• There is a renewal of an extension of credit under certain
circumstances.
• The credit union is acquiring interests in loans that complied with
this regulation when originated.
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In addition, the Appraisal Subcommittee of the FFIEC issued a
request for comment on the feasibility and desirability of extending the
provisions for real estate appraisals to include the function of personal
property appraising and appraisals.
These provisions are especially important in auditors' consideration
of the qualifications, reputation, and professional standing of
appraisers as required by paragraph 5 of SAS No. 11, Using the Work of
a Specialist.

Professional Liability
In addition to increasing regulators' enforcement powers, FIRREA
expanded the population of those held accountable for regulatory
violations to include institution-affiliated parties. Institution-affiliated
parties are defined to include accountants who are not otherwise
participants in the affairs of a financial institution and who "knowingly
or with reckless disregard participate in (a) any violation of any law or
regulations; (b) any breach of fiduciary duty; or, (c) any unsafe or
unsound practice, which caused or is likely to cause more than a minimal
financial loss to, or significant adverse effect on, the insured depository
institution." Regulators have increased the frequency of enforcement
actions against professional advisors, including accountants.

Proposed Audit and Accounting Guide
The AICPA Credit Unions Committee is currently revising the 1986
Audit and Accounting Guide Audits of Credit Unions. The proposed
guide, which will supersede the 1986 guide, is expected to be exposed
for public comment in late 1991. The principal objectives of the proposed
guide are to heighten auditors' awareness of complex issues encountered
in audits of credit unions' financial statements and to alert auditors to
the need for specific industry knowledge and skills. The proposed
guide addresses the broad issues of interest-rate risk, liquidity, asset
quality, and management controls, as well as specific concerns such as
mortgage-related derivatives and off-balance-sheet financial instruments.

Audit Issues
Loan-Loss Allowances
The deteriorating credit quality of loans poses some serious problems
for credit unions. Adverse economic conditions (described in the "Indus
try and Economic Developments" section) and intensified regulatory
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scrutiny (described in the "Regulatory Developments" section) com
bine to make auditing loan-loss allowances one of the most critical
audit areas in every credit union audit. Auditors should obtain
reasonable assurance that management has recorded an adequate
allowance, based on all factors relevant to the collectibility of the loan
portfolio. Loan-loss allowances are based on subjective judgments and
are difficult to audit. Generally, failure by a credit union to adequately
document the criteria or methods used to determine loan-loss allowances
will require both regulatory examiners and auditors to make more
subjective judgments when evaluating the adequacy of the allowances
and will increase the likelihood that differences will result. Accordingly,
careful planning and execution of the audit procedures in this area
are essential.
The guidance in SAS No. 57, Auditing Accounting Estimates, is particu
larly useful in this area. Additional information on auditing loan-loss
allowances is provided in the AICPA Auditing Procedure Study Auditing
the Allowance for Credit Losses of Banks.

In-Substance Foreclosures
Dealing with nonperforming real estate loans for which the fair value
of collateral has declined and is less than the amount owed is particu
larly troublesome. Auditors should consider whether credit unions
have identified loans that meet the criteria for in-substance foreclosure
set forth in AICPA Practice Bulletin No. 7, Criteria for Determining
Whether Collateral for a Loan Has Been In-Substance Foreclosed, and
whether the accounting treatment of such loans is appropriate.

Accounting Developments
FASB Financial Instruments Project
The FASB's current agenda includes a project on financial instruments
that encompasses three primary segments: disclosures, distinguishing
between liabilities and equity, and recognition and measurement. In
addition to these three primary segments, the FASB is addressing
several narrower issues within the overall scope of the project. Some of
the current developments of the project are described in the following
sections.
Market Value Disclosures. In December 1990, the FASB issued an
exposure draft of a proposed Statement, Disclosures about Market Value
of Financial Instruments. The proposed Statement would require dis
closure of the market value of all financial instruments, both assets and
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liabilities on and off balance sheet, for which it is practicable to estimate
market value. Descriptive information pertinent to estimating the
value of financial instruments for which it is not practicable to estimate
market value would also be required to be disclosed. Certain financial
instruments (for example, lease contracts, deferred-compensation
arrangements, and insurance contracts) are excluded from the scope of
the proposed Statement. The FASB is expected to issue a final Statement
in late 1991. However, the statement will not be effective for 1991 yearend reporting.
Investments with Prepayment Risk. In September 1991, the FASB issued
an exposure draft of a proposed Statement, Accounting for Investments
with Prepayment Risk, that would require anticipation of prepayments
in the projection of cash flows used in the measurement, after acquisi
tion, of certain investments the cash flows of which vary because of
prepayments when the prepayments are considered probable, can be
reasonably estimated, and have a significant effect on the effective
yield. The proposed statement also specifies that when prepayments
are anticipated and actual prepayments differ from those assumed or
projections change, the effective yield from inception should be recalcu
lated to reflect actual payments to date and anticipated future payments.
The net investments would be changed to the amount that would have
existed had the new yield been applied since the acquisition of the
investment. The proposed Statement also provides guidance on the
calculation of the effective yield for variable-interest-rate instruments
subject to prepayment. The FASB expects to issue a final statement
in 1992.
Marketable Securities. The FASB has begun discussion of a project that
entails consideration of whether to require that investments in market
able securities, and perhaps some other financial assets, be measured
at market values. As part of the project the FASB will also consider the
feasibility of permitting entities the option of reporting some liabilities
at market value. This project was added to the FASB's agenda partially
in response to requests from the SEC, the AICPA, and others that the
FASB undertake a limited-scope project to consider market-value-based
accounting for investments in debt securities held as assets. The FASB
expects to issue an exposure draft in 1992.
Impairment of a Loan. The FASB is considering whether creditors
should measure impairment of loans with collectibility concerns based
on the present value of expected future cash flows related to the loan. This
issue arose out of requests from the Accounting Standards Executive
Committee (AcSEC) and the Federal Deposit Insurance Corporation
14

that the FASB resolve whether creditors should discount expected net
future cash flows from the underlying collateral of a loan when determin
ing the appropriate loss allowance for that loan. The FASB is expected
to issue an exposure draft in 1992.

Consensus Decisions of the FASB's Emerging Issues Task Force
The Emerging Issues Task Force (EITF) frequently discusses accounting
issues involving financial instruments, real estate, or transactions of
similar importance to credit unions.
At its July 1991 meeting, the EITF reached a consensus on Issue
No. 90-21, Balance Sheet Treatment of a Sale of Mortgage Servicing Rights
with a Subservicing Agreement, that a sale of mortgage-servicing rights
with a subservicing agreement should be treated as a sale with gain
deferred if substantially all the risks and rewards inherent in owning
the mortgage-servicing rights have been effectively transferred to the
buyer. At its September 1991 meeting, the EITF reached a consensus on
factors to be considered when determining whether substantially all
the risks and rewards inherent in owning the mortgage-servicing rights
have not been transferred to the buyer, thereby requiring that the transac
tion be accounted for as a financing.
As specified in the minutes, the seller's retention of title to the servicing
rights or certain guarantees, advances, and indemnifications provided
in the transaction are factors that would clearly require the transaction to
be accounted for as a financing. Certain other factors are also specified
that, if present, create a rebuttable presumption that substantially all
the risks and rewards have not been transferred.

AcSEC Activities
Accounting for Foreclosed Assets. In August 1991, AcSEC approved a
proposed SOP, Accounting for Foreclosed Assets, for final issuance. The
SOP includes a presumption that foreclosed assets are held for sale
and requires foreclosed assets to be classified in the balance sheet as
assets held for sale and reported at the lower of (1) fair value minus the
estimated costs to sell or (2) cost. In addition, the net amount of revenues
and expenses related to foreclosed assets would be charged or credited
to income as a net gain or loss on holding foreclosed assets. Capital
additions, improvements, or any related capitalized interest would be
added to the cost basis of the asset. No depreciation, depletion, or amor
tization expense related to foreclosed assets would be recognized. The
SOP would be applied to all foreclosed assets in annual financial state
ments for periods ending on or after June 1 5 , 1992. The proposed SOP
has been sent to the FASB for clearance prior to final issuance.
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ADC Arrangements. An AcSEC task force is developing a proposed
Practice Bulletin, ADC Arrangements and Similar Arrangements that are
Classified as Real Estate Investments or Joint Ventures, to provide imple
mentation guidance on accounting for acquisition, development, or
construction (ADC) arrangements under the February 1 0 , 1986, Notice
to Practitioners, ADC Arrangements. In particular, the proposed practice
bulletin is expected to address—
• How lenders should report their proportionate shares of income
or loss on aquisition, development, or construction projects.
• Whether depreciation should be considered in determining the
income or loss to be recognized.
• How lenders should report their interest receipts.
• Whether unrealized appreciation of the property should be con
sidered in determining income or loss to be recognized by the
lender.
The project is also expected to address the relationship between a
lender's proportionate share of income or loss and its "expected
residual profit," as described in the Notice to Practitioners.

Ethics Matters
Prohibition of Loans to and From Clients
The AICPA Professional Ethics Executive Committee has issued a
revised interpretation of the independence rules relating to loans to
and from clients. No change was made to the current rule prohibiting
loans to and from clients that are not financial institutions. The revised
interpretation, effective January 1 , 1992, prohibits all loans from finan
cial institution clients except automobile loans and leases, credit-card
and cash-advance balances that do not in the aggregate exceed $5,000,
loans on the cash surrender value of life insurance policies, and loans
collateralized by cash deposits (passbook loans).
Loans permitted under current ethics interpretations are grand
fathered; however, the value of collateral on a secured loan must equal
or exceed the remaining balance of the loan at January 1 , 1992, and at
all times thereafter. The revised interpretation was printed in the
November 1991 issue of the Journal of Accountancy.

Member Joining a Client Credit Union
The AICPA's Professional Ethics Executive Committee has issued a
ruling allowing the partners and staff of a CPA firm to become mem
bers of a client credit union, provided two conditions are met:
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• The auditor is eligible for membership under the credit union's
normal field of membership and not solely as a provider of services
to the credit union.
• The depository and lending relationships are in accordance with
all provisions of the ethics code with respect to independence.

* * * *
This Audit Risk Alert supersedes Credit Union Industry Develop
ments—1990.

* * * *
Auditors should also be aware of the economic, regulatory, and
professional developments that may affect the audits they perform as
described in Audit Risk Alert—1991 (Product No. 022087). Audit Risk
Alert—1991 was printed in the November 1991 issue of the CPA Letter.
Additional copies can be obtained from the AICPA Order Department.
Copies of AICPA publications may be obtained by calling the
AICPA Order Department at (800) 334-6961 (outside New York) or
(800) 248-0445 (New York only). Copies of FASB publications may be
obtained directly from the FASB by calling the FASB Order Department
at (203) 847-0700, ext. 10.
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